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INSTITUTIONAL FRAMEWORK FOR THE
REGULATION AND SUPERVISION OF THE
FINANGIAL SECTOR
By
MR. CHARLESN.O. MORDI-

I.

INTRODUCTION

any distinction between them? (v) why

is it necessary to regulate and

rnce rne rv6us, rnere nas
A
an rnrernaronar
\,o""n
!!consensus on the issue of

(

what is the institutional framework for
regulating and supervising the financial
sector in Nigeria and how is the sector
regulated and superuised?

adequate regulation and supervision
of the financial sector (and, in
particular, banking institutions) and
this issue have featured prominently

in many international fora where
discussions have centred on the
operations/health of the financial
sector, whether in developed or
developing countries. The global
concern on the need to adequately
regulate and supervise the financial

sector was motivated by the
experience of systemic failures that
led to the collapse of the banking

systems in some developed
countries, notably, the three
Scandinavian countries of Nonruay,

Sweden and Finland, and the
continuing saga of bad debts and
fragility in Japan, which dragged on
without resolution since 1990. Other
developments that gave additional
impetus for the further strengthening

of the regulatory and supervisory
framework, were the huge losses
incurred by economic agents from the

demise of BCCI and the Barings
Brothers, globalization, blurring of
functional and national divisions
between financial intermediaries, and
the greater speed of adjustment and

complexity (brought about

by

information technology, derivatives, etc.),

which made it difficult for regulators to

keep up with the pace of change.
Coming back home, in Nigeria, the

rapid expansion of f inancial

institutions, foliowing f inancial sector
deregulation in the mid-1980s and the
banking crises of the late 1980s and

-

superuise the financial institutions? (vi)

To address these questions, the

paperhas been divided intofive sections.
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early to mid-1990s, signaled the need
for the reform and strengthening of the
regulatory and supervisory f ramework

in order to bring them in line with
international standards.
Compared to any other sector

of the economy, the financial sector
is perhaps the most regulated and
most supervised, and the reasons for
these are not farfetched, given the over-

Following this introductory section,
section ll defines the financial sector,
briefly overviews the financial sector
in Nigeria and discusses the role of

the financial sector in the macroeconomy in general. ln section lll, we

examine the distinction between
regulation and supervision and
highlight the reasons why the
regulation and supervision of the
financial sector is so critical in any
economy, be it advanced economies
or developing and emerging market
economies. Section lV focuses on the
i nstitutional f ramework for regulating

riding role that financial institutions
play in the macro-economy. ln this
paper, we focus attention on the
institutional framework for the
regulation and supervision of the
financial sector in Nigeria. We will
attempt to identify the various

and superuising the financialsector in
Nigeria while the paper ends with some
concluding remarks in section V.

institutions that make up the financial

ln any economy, be it advanced,
developing or emerging market
economies, the financial system

sector and articulate how they are
regulated and supervised and who has

responsibility for what, so as to
understand the relationships that exist
among the regulatory and supervisory

agencies. ln this regard, we will
attempt to answer the following
questions: (i) what do we mean by
financial sector? (ii) what institutions
make up or operate in the financial
sector and what is the role of these
institutions in the economy? (iv) what
is regulation and supervision? ls there

II.

THEFINANCIALSECTOR

ANDlTSROLE

comprises an impressive network of
banks and other financial institutions

and a wide range of financial
instruments. The most visible of these
institutions, particularly in a developing

country like Nigeria, are the banks,
because of the unique nature of their
operations when compared with the

other institutions in the financial
system.

Mr. C. N. O. Mordi is a Deputy Dirrector, Research Depaftment, CBN. Paper presented at the g Annual Seminar for Finance Correspondents
and Business Editors organized by the Office of the Governor's Department, Central Bank of Nigeria, at the Concorde Hotel, Oweni, from
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ln Nigeria, the financial
is made of f inancial

which may sell insurance, trade financial

which it can trar rsform illiquid assets

system

instruments and foreign exchange,

into the liquid claims that savers want.

institutions such as banks, insurance
companies, specialized banks, capital
market, finance companies, discount

underwrite new debt and equity issues,

Finally, the financial system

broker, hold equity interest in firms,

gathers and communicates information
about borrowers' circumstances so that
individual savers do not have to search
out prospective borrowers. ln this way,

development finance institutions

including non-financialfirms. ln a very
broad sense universal banking may
comprise the integration of banking
and commerce. The ongoing reform in

(DFls), each covering a particular area

the financial sector is aimed at

Since

promoting a diversified, efficient and
competitive financial sector with the

houses, bureaux de change, mongage
institutions, community banks, and the

of activity or activities.

independence the financial system in
Nigeria has evolved through a number
of distinct phases (i) foundation phase,
(ii) expansion phase, (iii) consolidation

phase, and (iv) reform phase. The
foundation phase (approximately late
1950 to 1970) focused on establishing

institutions and developing the
necessary legislative f ramework. The
second phase was directed at bringing

banking to the masses, and in order
to achieve this objective the network
of branches was widened throughout
the country, covering rural and semiurban areas. The concept of priority
sector lending in the case of banks

was started in this phase. ln the
consolidation and reform phases,
which began in 1986, a major policy
shift was initiated by the monetary
authorities with the relaxation of
controls, financial sector reform and

ultimate objective of improving the

allocative efficiency of available
resources, increasing the return on
investment, better integration of the
domestic financial markets with
intemational markets and promoting an

accelerated growth in the real sector
of the economy.
The financial sector, unlike
any other sector of an economy, plays
a major role in the macro-economy
that is unique and, hence, deserves
special attention from the authorities.

The financial sector comprises a
network of markets and institutions
that bring savers and borrowers
together. Financial institutions are
major players in the financial sector.
The financial system transfers savers'

the financial sector allocates funds
efficiently because it reduces the cost
of information in matching savers and

borrowers. The incorporation of
available information in asset returns
is the distinguishing feature of wellf unctioning f inancial markets.
The financial sector channels
funds from savers to borrowers and
makes it possible for both to achieve
their objectives. lt moves funds from
those who want to spend less than
they have available to those who have
a desire to purchase durable goods or
those who have productive investment

opportunities. This matching process
increases the economy's ability to
produce goods and services. ln
addition, it makes households and
businesses better off by allowing them

to time purchases according to their
needs and desires. When the financial

transfers by creating lOUs, known as

system works efficiently, it increases
the health of the economy: borrowers
obtain funds for consumption and
investment, and savers are rewarded
by earning extra funds that they might

intense competition and a plethora of

financial instruments, which are
assets for savers and liabilities for

not have otherwise. A smoothly
functioning financial system thus

financial instruments. The radical

(claims on) borrowers, e.g. a car loan.

improves the economy's efficiency and

changes that occurred in the financial
system comprise the change in the

The financial system provides three
key financial services: risk sharing,

people's economic welfare.

regulatory framework, as financial
institutions particularly banks were

liquidity and information.

clieregulation was embarked upon,
which saw a rapid expansion in the
type of financial sector institutions,

given more discretion for price setting
whilst superuision was strengthened by

the authorities through setting of
prudential standards.

The universal ' banking

funds to borrowers and provides savers

with payments for the use of their
funds. The sector achieves these

Risk is the degree of
uncertainty of an asset's returnsavers seek a relatively steady return
on their assets while borrowers want
cost of borrowing to be predictable.
The financial system provides risk

framework was adopted in 2001 , which
has more or less blurred the distinction

sharing by giving savers and borrowers

between the operations of a typical
bank and those of other financial

which they are exposed. The financial

ways to reduce the uncertainty to

of

system by matching individual savers
and borrowers allows the sharing of
risks.

commercial banking, merchant

The financial system provides

banking and investment banking. ln a
wider sense it can be defined as the

liouidity. Most people care about how
i'y they can exchange their assets
for -.rsh. Liquidity is a measure of how
readiiy one asset can be converted to
cash. One measure of the efficiency
of the financial sector is the extent to

institutions. lndeed, universal banking
ref

ers to the combination

diverse range of financial activities
beyond commercial banking,
merchant banking and investment
banking. lt is a multi-product business,

eair.

26

II!.

THE REGULATION AND
SUPERVISON OF THE
FINAN3!AL SECTOR AND
THEIR RATIONALE

Countries' governments
around the world regulate and
supervise the financial sector or
system, that is, financial markets and
financial institutions. The supervision
of the financial sector is to ensure that

the system as a whole remains
healthy, but it does not guarantee that
a financial institution will not get into

difficulty or fail. While the regulatory
rules applying to the sector provides

information on how a financial
institution should operate. lt includes

information about capital adequacy,
securitization
and the institution's
.
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interacting with the financial sector.

regulations.

Actions of the central bank for
The supeMsion and regulation
of the financial sector occurs for three

Governments have good
reasons for maintaining strong

example affect the banking system
and promote monetary policy. Over
time, regulations imposed by
governments change, causing the
services and instruments offered by
markets or institutions to change.

supervisory controls over the banking

Financial regulation also may be used
to further public policy objectives that

It enables goods to be paid for, it
provides the means for investment and

are unrelated to the efficiency of the
financial sector. These objectives

it provides a system for raising the

financial instruments to disclose
information about their financial

include controlling the money supply
and encouraging particular activities,
such as, lending to small and medium

set-ups and expansion. Deposits
need to be protected in order to
maintain confidence in the banking

conditions and to impose penalties on

enterprises (SMEs) and agriculture.

system as a whole, and to protect the

Elucidating further on why
regulation and supervision of the
financial sector is so essentialto the

depositor, be it an individual or an

compelling reasons.

First,

governments want to ensure that all
participants in the financial sector have

access to information and that,
markets and intermediaries give
savers and borrowers accurate and

timely information.

Generally

speaking, government intervened in
financial markets to require issuers of

issuers that do not comply. For
example, the leading regulatory body

for the long-term end of financial
markets (capitalmarket) in Nigeria is

the Securities and

Exchange
Commission (SEC). The SEC
mandates that companies issuing
bonds or stocks disclose information
about earnings, assets and liabilities.

It also limits trading by managers
owning large amounts of a firm's stock
or other having privileged information

(this type of trading is called insider
trading). These regulations ensure that

securities dealers communicate
information and that investors are
protected from fraud.
Second, govemment regulates
the financial seclorto maintain financial

stability. Stock market crashes, bank
failures and other financial catastrophes
can undermine the efficiency with which
the economy's resources are aliocated.
Most regulation of the financial system

is concerned with its

stabiiity,
meaning the ability of financia:
markets and institutions or
intermediaries to provide the three key

health of an economy, let me narrow
my focus on banks, which continue
to dominate the financial systems of
developing and emerging economies

limitations of competition and safety
of investois funds.

Third, government can
advance economic policy by

their

economic environment. For example,
a sound banking system is vitalforthe
strength of the economy as a whole.

necessary capital to fund enterprise

institution. Control gives the

government the means to exercise
monetary control, influencing the key

variables such as inflation, interest
rates, exchange rates and economic
growth. The focus of regulatory control

conditions for entry into the market and
position risk as well as reporting.

monitoring, deposit protection,

bank managers and the public
regarding riskiness of the bank's loan
portfolio and thus assure depositors
that the bank is a safe place to deposit
funds. Banks assume special risks in
their activities as intermediaries. We
know that a difference in the maturities

of banks' assets and liabilities can
expose banks to interest rate risk, the
chance that a banks' net worth wlll

decline if market rates rise. The
government's concern for the health
of banking institutions has focused on
information problems and liquidity risk

reserves as a cushion against
anticipated and unanticipated
withdrawals by savers. Savers,

concerns include disclosure of
information, prevention of fraud,

to

examination is to reduce the hazards
of asymmetric information between

disturbances. Because most financial

soundness of those intermediaries. Four
types of regulations that address such

related

for banks usually encompass the
following: large exposures, liquidity,
capital adequacy, foreign exchange
exposures, powers of inspection,

associated with unanticipated

companies, policymakers are
concerned about the financial

all

effectiveness in promoting a stable

and are the most highiy regulated
relative to other financial
intermediaries and markets, even in
developed countries. One important
purpose of supervision and

services-risk sharing, liquidity and
information-in the face of economic
assets are held by intermediaries such
as banks, pension funds, or insurance

system,

withdrawals of deposits. Banks hold

IV

NSTTTUTONAL
FRAMEI/VORKFOR
REGUI.ATIONAND
SUPERVISIONINNIGERIA

ln general, the institutional
ramework/arrangement for the
regulation and supervision of the

f

financial sector varies f rom country to
country and over time and depends
largely on the legalsystem, the depth,
structure and stage of development of
financial markets and the stage of
development of the economy as well
as on political structures that guide
economic and f inancial transactions in
the country. ln addition, the regulatory

portfolio. Because banks have private

agency or agencies having oversight
responsibility or responsibilities is/are
as diverse. ln some countries, several
regulatory bodies have overlapping
responsibilities for the supervision of

information, depositors may lose

banking while in others a single

confidence in even financially healthy

institution such as the central bank or
the Treasury (or Ministry of Finance)
has that responsibility. Overall, the
financial sector is regulated by several
different entities, each with its own

however, cannot know the true health

of the banks because the bank has
private information about its loan

banks. When enough savers lose
confidence in a bank's portfolio of
assets, bank run can occur, which is
costly to an economy.
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responsibilities and limitations, each

the supervision of banks was a shared

created in response to different

responsibility of the Central Bank of

economic and political conditions.

Nigeria (CBN) and the Federal Ministry
of Finance (MOF). During this period,
the CBN had responsibility for off-site

ln Nigeria, the institutional
framework for the regulation and
supervision of the financial sector has

evolved over time, with different
agencies having responsibilities for
different segments of the sector, but
with the Central Bank of Nigeria (CBN)

as the lead regulator/supervisor
following the Amendments to the CBN

Act, 1991 and the Banks and Other

Financial lnstitutions Act (BOFIA),
1991 and the adoption of universal
banking in 2001. Table 1 below

supervision while the'MOF was in
charge of on-site supervision. From
1966, the CBN took over the overall
responsibility of banking supervision.
ln addition, prior to the enactment of
the BOFIA in 1991, the MOF was the
approving authority for bank licenses
though based on the recommendations
of the CBN. Since 1991 , howevet the

entire responsibility for the licensing

institutions (DFls)), under the purview
of the CBN. The Act empowered the
Bank to issue guidelines to any person

or institution that engages in the
provision of financial services as well

as having the last say in

the
formulation of operating rules and
codes of conduct. Also, under the
BOFIA, the CBN is empowered to
undertake special examination/
investigations of these institutions if
the CBN Governor considers it
necessary. These BOFIA provisions
along with the CBN Act, therefore,
gives the Bank clear and substantial

of banks now rests with the CBN.

powers to regulate and supervise the

summarizes the institutional f ramework
for regulating and supervising Nigeria's

The BOFIA brought the
activities of a myriad of financial

financial sector comprising financial
institutions-banks and non-bank

institutions, covering deposit money
banks (DMBs), finance companies,
discount houses, primary mortgage
institutions, bureaux de change,

activities of all financial institutions
operating in the country. lndeed, the
Acts empower the CBN to exercise

financial institutions, insurance
companies and capital market
operators.

ln the early-to-mid 1960s
(precisely between 1960 and 1965),

TABLE

peoples bank and community banks
as well as specialized non-deposittaking banks (development finance

prudential supervision over banks and
non-bank financial institutions and vest

with it the licensing, regulation and
supervision of banks and other
financial institutions in Nigeria. ln
pursuance of its monetary policy

1.

CURRENT REGULATORY AND SUPERVISOBY FRAMEWORK FOR NIGERIA'S FINANCIAL INSTITUTIONS

Type of

Institution

Banks

Other Non-bank
Financial lnstitutions
Capital Market
Operators
Insurance Companies

Licensed
by...

Supervised
By ...

Exam ined

CBN

CBN/NDIC

CBN/NDIC

CBN Act 1991 &
BOFIA Act 1991

CBN

CBN

CBN

SEC Act '1979
CAMA 1990

SEC

SEC

SEC

NAICOM

NAICOM

NAICOM

Legal
Framework

CBN Act 1991,
BOFIA Act 1991 &
NDIC Act 1988
CAMA 1990

CAMA 1990 &
lnsurance Act 1992

28

by...

ln su

red

by...

N

DIC
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objectives, the CBN also may make
regulations regarding the calculation,
determination and holding of reserve

coordinate and standardize the
regulatory policies of all financial

requirements by banks and

institutions in the system to minimize
conflicts among the regulatory bodies

appropriate sanctions or penalties

and avoid duplication of regulatory and

imposed for non-compliance.
The Nigeria Deposit lnsurance
Corporation (NDIC) was established by
Act No. 22 of 1988 of deposit insurance
and related services to banks in order
to promote/engender confidence in the

supervisory efforts as well as evolve
some cooperation among regulatory
agencies. The FSRCC is chaired by

banking industry. ln this regard, the
NDIC is empowered to examine the
books and affairs of insured banks and

other deposit-taking

f

inancial

the CBN Governor.

Other institutional framework
that is tangential to the regulation of

and off-site supervisory functions,
because of its interest in the insured
institutions, like any other insurer.
There is a standing CBN/NDIC
Committee on Supervision, which
addresses issues in supervision that
are of mutual concerns to both
institutions. ln addition to off-site and

on-site arrangements, the CBN also
uses circulars, guidelines and

the activities of some financial

consultation with the operators in
achieving its regulatory/supervisory

institutions in Nigeria include:

objectives.

o

institutions. ln fact, the NDIC has the
responsibility to monitor the safety of

The National Drug Law
Enforcement Agency

V.

CONCLUDINGREMARKS

(NDLEA), which monitors the

An attempt has been made

depositors' money by ensuring that

activities of banks in the

in this paper to x-ray the institutional

banks adequately insure their money
in line with established standards. ln

framework for the regulation and
supervision of the financial sector in
Nigeria. ln the process we briefly
overviewed what is meant by the
financial sector and its role in the
macro-economy, noting in particular

and

transfer and receipt of funds
both locally and intemationally
to prevent money laundering.
The Economic and Financial
Crimes Commission (EFCC),
which derives its powersfrom
the EFCC Act (2003) and has
the responsibility of identifying
and prosecuting all economic

Exchange Commission (SEC) was set

and financial crimes in the

up in 1979 by an Act as the apex
regulatory organ of Nigeria's capital
market. The Companies and Allied
Matters Act (CAMA) of '1990 further
empowers SEC to approve and

country including advance fee

addition, the NDIC jointly with the CBN
carries out routine examinations as well

as special examinations

(where

necessary) of deposit money banks,
particularly banks experiencing some
difficulties.

The

Secu

rities

regulate mergers and acquisitions and

authorizes the establishment of unit

trusts. lndeed, SEC monitors the

o

that the sector is made up of a myriad

of financial institutions, financial
markets and financial instruments.
However, a common theme in the

fraud (aka 419) and money

diverse institutions is the provision of
financial seruices to economic agents

laundering.

through the process of financial
intermediation.

ln the specific case of deposit

money banks (DMBs), the BOFIA
confers on the CBN, powerto license
and supervise banks. The law also

We highlighted the rationale

for the special attention that
governments all over the world pay to
the financial sector and why it is the

lnsurance

contains provisions for the resolution
of distress in banks and the process
of determination of the authorization
of banks. The supervisory functions of
the CBN are structured across three
departments: the Bank Examination
Department, which is the on-site arm

Supervisory Board (NISB), which later

of the superuisory system, the Banking

set of specific rules or agreed

metamorphosed into the National

Supervision Department, which is
responsible for the off-site process,
and the Other financial lnstitutions
Department, which handles

and operations of the institutions in the
sector to achieve a defined objective
and/or act prudently while supervision

activities of companies that operate in

the capital market to ensure that
transactions are purely guided by the

forces of demand and supply and at
arms length and that investors are
protected.

The Nigeria

lnsurance Commission (NAICOM) was

set up by Decree 62 of 1992 and
charged with the responsibility for the
effective administration, supervision,
regulation and control of the insurance
business in Nigeria.

The Financial

supervision of the non-bank financial

institutions under the supervisory
purview of the CBN. These are the

Services

community banks, primary mortgage

Regulatory Coordinating Committee

institutions, peoples bank, finance
companies, bureaux de change and

(FSRCC) was inaugurated in 1994 due
to the proliferation of many regulatory
bodies in the nation's financial sector.

most regulated and supervised relative

to other sectors of the economy, a
manifestation of the unique role that

the sector plays in the macroeconomy. We further attempted to
distinguish between regulation and
supervision. Regulation refers to the
behaviour that influence the activities

ensures that the whole system
remains healthy, but does not
guarantee that a financial institution
will not get into difficulty or fail.

The evolution of Nigeria's
institutional f ramework for regulating
and superuising financial institutions

the development f inance institutions.
The supervisory functions of the CBN

was briefly discussed noting that

regulatory or supervisory powers per

are heavily complemented by the
NDIC, which in addition to deposit

has varied overtime depending on the

se, but its major objective is to

insurance also carries out both on-site

political and economic conditions of

The FSRCC does not have any

29

regulatory/supervisory responsibility
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the country. lt also cuts across
different institutions depending on the
financial institution and which segment

of the financial market that one is
interested in, although there exists a
body-FSFICC, that coordinates the

30

activities of the various regulatory
agencies to minimize conflicts and
disagreements between them.

